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August 15, 2015 
 
Members of the Montgomery County Council 
 
I am pleased to present to you the Quarterly Report of the Montgomery County Employees’ Retirement 
System (“ERS”) for the quarter ended June 30, 2015.  This quarterly report is designed to assist you in 
understanding the current status of the ERS.  This report was prepared pursuant to the provisions of the 
Montgomery County Code.  
 
History 

 
The Employees’ Retirement System was established in 1965 as a cost-sharing multiple-employer defined 
benefit pension plan providing benefits to the employees of Montgomery County and other agencies or 
political subdivisions who elect to participate.  The System is closed to employees hired on or after 
October 1, 1994, except public safety bargaining unit employees and employees who elect to participate 
in the Guaranteed Retirement Income Plan (“GRIP”).  There were approximately 5,600 ERS and GRIP 
active members and 6,400 retirees participating in the ERS as of June 30, 2015.   
 
Performance Results 
The total return achieved by the ERS assets for the quarter was -0.82, 25 basis points ahead of the -
1.07% return recorded by the policy benchmark. For the one year period ending June 30, 2015 the ERS’ 
gross return (before fees) was a gain of 2.82%, 161 basis points ahead of the 1.21% return recorded by 
the policy benchmark.  The one-year gross return places the ERS’ performance in the third quartile of the 
universe of comparable pension funds constructed by the Board’s consultant, Wilshire Associates. Our 
annualized performance of 10.28% for the three-year period and 11.45% for the five-year period ranked 
at the third and second quartile of the universes, respectively. The asset allocation at June 30, 2015 was: 
Domestic Equities 19.8%, International Equities 16.0%, Global Equities 3.7%, Fixed Income 23.3%, 
Inflation Linked Bonds 10.6%, Commodities 3.2%, Private Equity 6.5%, Private Real Assets 5.3%, Private 
Debt 0.3%, REITS 5.3%, Opportunistic 3.3%, MLPs 1.0%, and Cash 1.7%.  We estimate that the funded 
status of the ERS was 88.4% as of June 30, 2015, a 4.2% increase from the June 30, 2014 level. The 
actual funded status will be affected by the ERS’ membership experience, as well as demographic and 
economic changes and may be higher or lower when calculated by the actuary during the next valuation.   
 
Major Initiatives  
 
During the quarter, we committed $9 million to the Franklin Park International Fund Series 2015.  
 
Capital Markets and Economic Conditions  
 
Economic data showed that GDP increased at an annual rate of 2.3 percent in the second quarter, which 
includes the revised GDP increase of 0.6 percent (versus a decline of 0.2%) for the first quarter which 
continues to indicate a healthy economic expansion.  The second quarter economic growth was boosted 
by consumer spending which comprise 69 percent of the nation’s $16.2 trillion economy.  Residential 
investment was quite strong in the second quarter at an annualized 6.6 percent while personal 
consumption, boosted by auto spending, rose 2.9 percent.  Consumer confidence increased more than 
forecast in June on strong economic data and a robust labor market which showed employers added the 
most in five months and hourly earnings increased from a year ago; the largest increase since August 
2013.  Weak exports, impacted by the strong dollar, continued to hold back factories especially within the 
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energy equipment sector – a 10 percent appreciation in the dollar is expected to cut GDP by a half 
percent point. Year-over-year Core CPI was up 1.76 percent.   
 
Public Equity Markets:  U.S. stocks closed the quarter on a positive note on better-then-expected 
economic data.  The equity markets were led by healthcare companies which rallied on merger activity.  
Multi-national companies continued to feel the negative effects of a stronger U.S. dollar. Smaller 

capitalization stocks (as represented by the Russell 2000 
Index) outperformed their larger counterparts. Five of the ten 
sectors of the S&P 500 Index were up with Healthcare 
reporting the strongest returns and Utilities the weakest, a 
repeat from the previous quarter. Our combined domestic 
equity performance was a gain of 1.05%, outperforming the 
0.14% gain recorded by the Russell 3000 benchmark. 
 

International markets advanced during the quarter with issues 
affecting China being more relevant to the prospects for 
equity market returns than the current events in Greece and 
the Eurozone. Nevertheless, despite a weak fundamental 
backdrop, international markets saw positive returns with the 
central banks easing around the globe. Emerging markets 
performed in line with their developed counterparts with the 
focus being on China’s growth trajectory and volatile stock 
market. All BRIC markets, except India, posted strong results. 
The Japanese markets continued to benefit from the weaker 

yen, improving trade balance, and accelerating corporate investments. During the quarter, developed 
markets, as measured by the MSCI EAFE Index, were up 0.62% with the markets of Ireland and Hong 
Kong contributing the most. Emerging Markets advanced 0.69% led by Hungary and Arab Emirates. Our 
combined international equity performance was a gain of 1.84% for the quarter, outperforming the 0.53% 
gain recorded by the MSCI ACWI ex-US Index. Global equities recorded a loss of 1.40%, 
underperforming the 0.35% return of the MSCI ACWI benchmark. 
 
Private Equity: Capital raised by U.S. buyout funds during the second quarter was $36 billion and is on 
pace to exceed both the $106 billion raised in 2014 and the post-crisis peak of $114 billion in 
2013. Venture capital fundraising also increased during the quarter from $7.3 billion in Q1 2015 to $10.7 
billion in Q2 2015; at this rate it will surpass the $31 billion raised in 2014, which represents the highest 
annual total since the global crisis.  Exit activity across the U.S. buyout and venture markets slowed after 
an active 2014.  IPO activity during the first half of 2015 was in-line with historical levels, while M&A exits 
were down 22% compared to the same prior year period.  Average purchase prices have grown from their 
peak of 9.4x in 2014 to 9.7x during the first half of 2015. Leverage multiples are down marginally from 
5.8x in 2014 to 5.5x for the first half of 2015.  During the quarter, our private equity managers called a 
combined $10.7 million and paid distributions of $25.7 million. Our current allocation to private equity is 
6.5%, with a market value of $238.1 million.  From its 2003 inception through December 30, 2014, the 
private equity program has generated a net internal rate of return of 8.8% versus a 12.3% return for the 
dollar-weighted public market equivalent (the Russell 3000 Index plus 300 bps). 
 
Opportunistic: Hedge funds, as measured by the HFRI Composite Index, gained 0.26% in the second 
quarter.  Global Macro lost 3.22%, measured by the HFRI Global Macro Index, as macro managers lost 
money in the second quarter from moderate reversals of the bigger moves that macro managers profited 
from in the first quarter (i.e. long USD, short Euro and long European risk assets). Event Driven strategies 
as measured by the HFRI Event-Driven Index were up 0.59%, buoyed by attractive opportunities in the 
credit markets. Relative Value strategies gained 0.74% due in part to strong trading in convertible and 
volatility trading. The opportunistic portfolio advanced 0.36% in the second quarter, outperforming the 
HFRI Fund of Funds Index by 18 basis points. 
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Fixed Income: U.S. Treasury yields generally rose 
across the intermediate and long end of the yield curve 
during the quarter in anticipation of the long awaited 
interest rate hike by the Federal Reserve during the 
second half of 2015.  Conversely, U.S. Treasury yields 
at the very front end of the curve remain range bound 
at or near all-time lows.  The yield on the 30 year bond 
rose 59 bps during the quarter, and ended the period at 
3.12%. In addition to investors positioning for a rise in 
domestic interest rates, a sell-off in euro region bonds 
due to uncertainties surrounding the credit crisis in 
Greece spilled over to U.S. Treasuries and also 
contributed to the rise in yields.  The yield curve 
steepened (shown in the chart to the right) as the 
spread between 2-year and 10-year Treasuries, the 
main gauge of the yield curve, widened by 33 bps to 
170 bps.  For the quarter, the 2-year Treasury yield 
ended at 0.65%, up 9 bps, while the 10-year Treasury 
yield moved up by 43 bps to 2.35%. For the quarter, 
the Merrill High Yield Index declined by 0.05%, the 
Barclays Aggregate fell 1.68%, and the Barclays Long 
Govt/Credit Index experienced a drop of 7.57% due to the aforementioned yield curve steepening.  The 
fixed income performance for the quarter was a negative return of 4.08%; however, the blended 
performance outperformed the custom benchmark’s loss of 4.31%.  Our global inflation-linked bond 
portfolio, combined with a portable alpha overlay, returned a negative 5.77% for the quarter, 
underperforming the benchmark’s 4.89% loss. 
 
Private Real Assets:  Commercial real estate transaction values in the U.S. decreased by 14% quarter 
over quarter although these levels were 23% above Q2’14. The first half of 2015 resulted in the highest 
transaction values ($255B) in the U.S. real estate market since early 2007. In addition, the top three 
markets in the U.S., Manhattan, Los Angeles and Chicago, experienced an increase in year over year 
transaction values of 60%, 14% and 81% respectively. In the energy markets, U.S. oil prices increased by 
over 20% during Q2’15 from approximately $48 to $59/barrel. Although, prices have since declined to 
below $50/barrel as production has not yet moderated despite the decline in rig count. Natural gas prices 
increased 6% during the quarter although remained below $3/MMBtu. During the quarter, our private real 
assets managers called a combined $58,610 and paid distributions of $3.8 million. Our current allocation 
to private real assets is 5.2%, with a market value of $192 million. From its 2006 inception through 
December 31, 2014, the private real assets program has generated a net internal rate of return of 4.1% 
versus a 6.7% gain for the long-term benchmark CPI plus 500 bps.   
 
Public Real Assets: The 
Bloomberg Commodity Index 
climbed 4.7% during the 
quarter led by increases in the 
agriculture and energy 
markets. The continued decline 
of the U.S. oil rig count (down 
60% from peak) potentially 
stemming the growth of U.S. 
supplies, and estimates of 
increased demand given lower 
prices, supported a price 
recovery in the Petroleum sub-
index. WTI Crude Oil prices 
recovered 25% from their six-
year low of $40 per barrel 
recorded in March. The 
Agriculture sector rallied 
sharply in June as heavy 
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storms posed significant risk to the domestic Wheat crop and threatened final planted acreage for both 
Soybeans and Corn. Precious Metal prices fell for the quarter on expectations of rising U.S. interest rates. 
Further, the development of additional mine capacity and a decline in industrial application demand for 
Silver weighed on prices. Industrial Metal prices declined on rising inventories and concerns of 
oversupply. China, the world’s top consuming nation of Industrial Metals, is reducing their consumption as 
its economy is slowing down. Lean hog prices declined as hog producers expanded the breeding herd to 
take advantage of low feed costs. During the quarter, our commodities portfolio increased 4.06%, 60 bps 
behind the Bloomberg Commodity Index.   
 
Global listed real estate securities fell during the quarter due to rising long-rates resulting in the FTSE 
EPRA/NAREIT Developed Index declining 6.90%. UK real estate was the only market to post positive 
returns for the quarter following a surprise May election win by the Conservative party. However, capital 
raising activities in Europe ex UK, and a bounce in European interest rates from their post QE lows, 
weighed on returns for Europe. U.S. REIT sectors that have the most bond-like lease structures (i.e. triple 
net, health care, shopping centers) led the declines in the U.S. Our global REIT portfolio declined 6.65%, 
outperforming the benchmark by 25 bps. 
 
Master Limited Partnerships, as measured by the Alerian MLP Total Return Index, declined 6.09% during 
the quarter due to rising U.S. interest rates and concerns that a decline in U.S. drilling activity will reduce 
the demand for midstream energy assets (i.e. pipelines, storage terminals). For the quarter, our MLP 
portfolio increased 1.09%, outperforming the benchmark by 700 bps.  
 
Additions 
 

The primary sources of additions for the ERS include contributions from members and employers and 
investment income.  The following table displays the source and amount of additions for the quarter 
ending March 31, 2015 and fiscal year-to-date. 

 
 
Employees’ Retirement System 
Contributions and Investment Income (millions)  
 

Qtr Fiscal 

6/30/2015 YTD

Employer Contributions 38.0$               151.5$             

Member Contributions 6.3                   26.3                 

Net Investment Income (34.9)                61.9                 

9.4$                 239.7$             

   
 
Deductions 
 

The deductions from the Employees’ Retirement System include the payment of retiree and survivor 
benefits, participant refunds, and administrative expenses.  

 
Employees’ Retirement System 
Deductions by Type (millions)    

Qtr Fiscal 

6/30/2015 YTD

Benefits 57.1$               230.6$             

Refunds 0.8                   2.9                   

Administrative Expenses 0.5                   2.8                   

58.4$               236.3$             

  
  
Outlook 
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Inflation rates in almost all developed markets remain low in the aftermath of the financial crisis, with 
substantial easing from global central banks unable to reverse the downward pressures reflecting a slow 
demand recovery.  In addition to keeping a lid on inflation, muted global demand growth has also 
pressured commodity prices.  While oil prices have recently experienced a sharp reversal from their lows, 
global supply remains high and demand continues to be revised downwards as numerous uncertainties 
exist within the Chinese economy, the largest global importer of oil.       
 
Divergence of monetary policies across the world continues to be a headline, as the Federal Reserve is 
seeking to normalize monetary policy in the United States by beginning to lift short-term interest rates 
from zero, while the European Central Bank and Bank of Japan are seeking to increase policy level 
stimulus.  The Eurozone remains fragile in the aftermath of the Greece debt crisis; however, 
accommodative policy through QE should add a tailwind to equity markets and lift financial asset prices.  
Lower energy prices should further enhance consumer sentiment and manufacturing in the region.  It is 
also likely that this level of continued divergence will add further strength to the U.S. dollar which has 
generally been in an upward trend over the past year.   
 
The unemployment rate in the U.S. continues to trend downwards; however, wage growth has yet to 
materially pick up to help boost consumer spending.  While consumers have likely seen an increase in 
discretionary incomes due to the fall in oil prices, U.S. business investment in the energy sector has 
slowed which will likely become a moderate drag on GDP.  Given an uncertain global economic outlook 
and a challenging commodities pricing environment, the U.S. economy continues to overcome a number 
of hurdles, and is expected to continue its modest pace of growth for the remainder of the year.           
   
 
Sources: Bloomberg, Northern Trust, MSCI, S&P, T. Rowe Price, FRM, Wilshire Associates, Bridgewater, JP Morgan, BlackRock, PE Hub, 

Private Equity Analyst, Pitchbook, Real Capital Analytics, RE Alert, Schroder, Oil & Gas Investor.  
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EMPLOYEES’ RETIREMENT SYSTEM 
STATEMENTS OF FIDUCIARY NET POSITION 

 June 30, 2015 
 
 

Equity in pooled cash and investments 981,451$                     

Investments:

     Northern Trust  3,647,129,714

     Aetna 1,026,031

     Fidelity - Elected Officials Plan 483,531

     Fidelity - DRSP/DROP 3,421,153

                    Total investments 3,652,060,429

Contributions receivable 8,302,338

Capital assets 900,043

     Less depreciation (300,014)

                    Net capital assets 600,029

                    Total assets 3,661,944,247

 

Liabilities

Benefits payable and other liabilities 5,679,044

Net position restricted for pensions 3,656,265,203$           
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EMPLOYEES’ RETIREMENT SYSTEM 
STATEMENTS OF CHANGES IN FIDUCIARY NET POSITION 

June 30, 2015 
 

 

Quarter Fiscal YTD

Additions

Contributions:

        Employer 37,957,189$              151,484,552$          

        Member 6,274,552                  26,304,442              

                   Total contributions 44,231,741                177,788,994            

 

Investment income (29,602,583)               84,321,684              

Less investment expenses 5,266,652                  22,424,658              

 

Net investment income (34,869,235)               61,897,026              

                   Total additions 9,362,506                  239,686,020            

Deductions  

    Retiree benefits 42,243,169                171,789,175            

    Disability benefits 12,610,171                49,879,651              

    Survivor benefits 2,250,695                  8,982,132                

    Refunds 845,571                     2,870,651                

    Administrative expenses 544,024                     2,766,305                

Total deductions 58,493,630                236,287,914            
 

Net increase (49,131,124)               3,398,106                

Net position restricted for pensions

       Beginning of period 3,705,396,327           3,652,867,097         

       End of period 3,656,265,203$         3,656,265,203$       

  
 
 
 
 
 
 


